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*BDITORIAL « 








During the past few months a great deal of time has been spent on 


organization in respect to the Society's educational program. 


The Student enrollment of the Society is growing very rapidly. Since 
the introduction of University lectures and correspondence courses steady 
progress has been made. A series of lecture courses in all available sub- 
jects are conducted by McGill University and McMaster University and the 
classes are well attended. The University of Toronto and Queen’s Uni- 


versity are supervising the correspondence courses. 


It is common knowledge that, in these times of stress, the problem 
in regard to efficient and highly skilled staff is one which affects all types 
of enterprises. The Universities are no exception to the rule. In spite of 


the handicaps encountered all our tutoring bodies are doing an excellent job. 


In each of the larger Chapters student bodies have been formed, and 
they are supervised usually by a Chapter Director whose responsibility 
it is to see that the students are well organized and that they receive all 
that their membership entails. The Director in charge of the students 
reports to his Chapter Directorate who in turn report to the Secretary- 
Manager of the Society. In this manner the students of our Society are 


given every encouragement and the maximum of co-operation possible. 


It is with pardonable pride that the Senior members of the Society 
can refer to the Student Body, and in doing so they do not forget the 
debt of gratitude that is due to the Universities, and Student Directors who 


give freely of their time in this great work. 


The Educational Syllabus recently issued by the Ontario Society and 
the one issued by the Quebec Society contain all the necessary information 
in respect to the courses of study conducted by the Universities on behalf 
of the Society. It is obvious that a great deal of time and study was re- 
quired before this information was finalized. The members who were res- 
ponsible for the setting up and printing of these booklets are to be con- 


gratulated on the presentation of the material contained therein. 


L. J.B. 
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New Members 


Montreal 
James W. Thompson, Creak, Cushing & Hodgson. 
Roy McGregor, Dominion Engineering Works. 
A. A. Martel, Ross, Frewin & Company. 
L. G. Spencer, Robert W. Bartram Limited. 
G. M. Hawthorn, P. S. Ross & Sons. 
F. E. H. Gates, P. S. Ross & Sons. 
Paul E. Dufresne, Dufresne, McLagan & Assoc. 
Roy H. Nose, Financial Counsel. 
J. Antonio Lamy, Household Fuel Company Limited. 
David Abeles, Dominion Government. 
Roland Cardinal, Cusson Brothers Limited. 
Andre G. Leroux, Co. D’Assurance Sur la Vie “La Sauvegarde.” 
Henry Whiston, Benson Hedges (Canada). 
Robert E. Lloyd, Can. Vickers Ltd. Aircraft Division. 
Gordon B. Reid, Richard & B. A. Ryan Limited. 
Harrison C. Hayes, McDonald Currie & Company C.A. 
Lindsay P. Webster, Dominion Textile Company Limited. 
Karl Van Wert, Tilden Drive Yourself Company. 
H. E. Worrall, Dunlop Tire & Rubber Goods Co. Ltd. 


Toronto 
John Hoenich, Canadian Wooden Aircraft Limited. 
G. G. Plaskett, DeHavilland Aircraft of Canada Limited. 
Peter E. Kindraka, John Inglis Company. 
G. A. McLennan, John Inglis Company. 
Wm. T. Buffett, Sangamo Company Limited. 
Harold E. Cowan, International Resistance Company Limited. 
A. C. Deeks, John Inglis Company. 
Harry Jordon, C.A., Jordan & Jordan. 
T. E. Smart, DeHavilland Aircraft of Canada Limited. 
R. S. Mann, E. B. Shuttleworth Chemical Company. 
Kenneth Blackburn, Gray Forgings & Stampings Limited. 


Hamilton 
A. C. Burns, Income Tax Department. 
J. H. Young, Kraft Containers Limited. 
Miss Elizabeth C. White., Atlas Folding Boxes. 
G. R. George, Canada Steamship Lines. 
David Oswald, Hamilton Bridge Company Limited. 
Windsor 
W. V. Walpole, General Motors Company of Canada. 
D. W. Bennett, Eaton-Wilcox-Rich Limited. 
John S. Finn, Walsh Advertising Company Limited. 
E. S. Jones, Motor Products Corp. 
A. B. McEachan, Bendix Eclipse of Canada Limited. 
R. E. Chauvin, Aircraft Hydraulic Supplies Ltd. 
J. W. Carr, Parke, Davis & Company. 
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Norman C. McConaghy, Treasury Cost Accounting Division. 
Wm. H. Gatfield, Western Ontario Broadcasting Company Ltd. 
K. B. Gordon, Brokenshire-Scarf & Company. 
Fort William-Port Arthur 
L. Stanfield, Snelgrove-Evans Fuel & Supply Company Ltd. 
Kitchener 
F. L. Sheppard, Canadian Transformer Company. 
T. F. B. Peters, 32 Cameron Street. 
Non-Resident 
Leroy Willis, J. A. Jones Construction Co., Panama City, Fla. 
Sgt. G. A. Worsencroft, On Active Service. 
Vancouver 
T. W. Chisholm, Transfer from Windsor Chapter. 
Mr. Frampton, B.C. Packers Limited. 
R. H. A. Humphries, 97 Commercial St., Nanaimo, B.C. 
John R. Munro, Nootka-Barfield Co. Ltd., Ucluclet, B.C. 
R. L. Kennedy, Canadian Bemis-Bag Company Limited. 
Calgary 
H. C. Hilton, Jenkins Groceterias. 
Edmonton 
C. W. Kellner, Audit Office, Parliament Bldgs. 
W. J. Bullock, Alberta Poultry Marketers Limited. 
H. M. Moore, Northwestern Utilities Limited. 
W. A. Plowman, Comptrollers Dept. City of Edmonton. 
Thomas H. Ford, Treasury Dept. 
Dwight Robinson, Department of Public Works. 
G. S. Gaggen, 107 LaFleche Bldg. 
D. R. Thomas, Unemployment Insurance Commission. 





Back Numbers Wanted 


The following back numbers of Cost and Management are urgently 
required: : 

August, 1934. “July, 1935. 

October, 1934. August, 1935. 

May, 1935. December, 1935. 


Any member who can spare any of the issues listed is urged to mail 
same immediately to the Secretary. 





LIBRARY BOOKS ON LOAN 


ALL MEMBERS WHO, AT THE PRESENT TIME, 
HAVE LIBRARY BOOKS ON LOAN, AND WHICH 
HAVE BEEN OUT OVER THE USUAL 30-DAY 
PERIOD, ARE ASKED TO RETURN SAME TO THE 
OFFICE AS SOON AS POSSIBLE. 
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J. A. TUPPER, R.I1.A. 
Sunland Biscuit Company Limited 


President 
The Society of Industrial Accountants of Alberta 
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Cost Analysis 
By H. P. DUTTON 


An Address Delivered Before the Detroit Chapter of the Society for the 
Advancement of Management at the Engineering Society of Detroit 
in the Horace H. Rackham Educational Memorial, 

Detroit, Michigan 


In the cost system of a firm doing about a million dollars of business 


a year, a force of five bookkeepers labored to find the costs of each order, 





which they correctly to the hundredth part of a cent albeit usually 
about six weeks after the event. A question as to what use was made of 
the figures brought a rather hurt reply. ‘Do you think a firm can get along 
without costs? The cost figures are used by the sales department as a 
guide in quoting prices.” It sounded fair enough until it was learned that 
the sales department did not use these costs, but filed them away and forgot 
them. Over the years, and partly by inheritance from the figures of a 
subsidiary company, a scale of prices had been worked out that customers 
were willing to pay, all handily codified in a price list, and it was this list 
that governed prices. It would have been unkind to have compared that 
beautiful cost system to an excellent clock running accurately but without 
hands. The cost figures were useful of course in valuing inventory in the 
financial statements. 

Since then I have more than once looked at cost systems with a some- 
what jaundiced eye. They are expensive, and it sometimes seems as though 
firms without much of a cost system make as much money as their more 
orthodox brethren. And for all the cost of the cost system, it seems to 
be difficult to get the right answer. The president looks at the figures, 
throws up his hands and proceeds to settle the matter by his own rough 
guess, without benefit of clergy. Or, if he does take his accountant liter- 
ally, he is apt to come out with such strange answers as the one Ray Perry 
tells about. He had sold a customer a fine new milling machine and stopped 
in to see how it was working out. The customer was friendly but vague, 
so Perry went back in the shop and asked the foreman. There stood the 
new milling machine, quite plainly gathering dust, while across the aisle 
was the old planer it was supposed to have displaced, busily if inefficiently 
plowing its way through a job the miller would have done in half the time. 

Yes, it’s a good machine, but you see the overhead is so high that it’s 
cheaper to use the planer.’ 

A similar story is told of the late James O. McKinsey. It seems that a 
client had a blast furnace for which, with a reduced market for pig-iron, 
the depreciation charge per pound of iron was so heavy that they would 
have lost money had they used it. So the furnace was standing idle. Mc- 
Kinsey made a deal. He bought a furnace for $10,000, then sold it back 
for $11,000. Everybody benefited by this transaction. McKinsey received 
in his profit a reasonable fee for an hour's work. With the furnace on 
the books at $11,000, it was now possible to take business at a profit, 
and the furnace went back into production. Of course, the firm dropped 
quite a little on the sale of the furnace but, since it was rusting away in 
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idleness anyway, it may well be argued that it was better to take business at 
a figure which returned at least a fraction of the original investment, than 
to lose it all. 

Perhaps I am guilty of having a little fun at the expense of the cost 
accountant. But there do seem to be certain weaknesses in the system of 
accounting to which we have been brought up, and it is the purpose of 
this paper to see whether weaknesses can be corrected. 

Most of us are familiar with the idea of the flexible budget, for which 
credit should go to John H. Williams, whose article “A Technique for the Chief 
Executive’ appeared in the Bulletin of the Taylor Society in April, 1922. 
We all know that if one analyzes the expenses of a normal business, he 
finds that they break down into a part which remains almost constant (with- 
in normal volumes), regardless of the volume of sales, and a part, including 
such expenses as material and labor, which increases or decreases more or 
less in proportion to sales. Modern budgeting is a fairly accurate tool be- 
cause it recognizes the reality of this mixed relationship between costs and 
volume, recognizes that the business is committed to certain types of ex- 
pense, which can only be reduced by going out of business or by similar 
steps taken only in emergencies. 

It is the fallacy of our traditional cost accounting systems that they 
fail to recognize this mixed nature of expense and, in their eagerness to 
trace every penny of expense back to its cause, treat all expense as if it 
was variable. The remedy for this difficulty is, fortunately, neither too 
complex nor too radical. In fact, it seems to be simpler to understand 
and less laborious to compile than the usual job or standard costs. 

Let us examine a little more closely the nature of expense. You will 
pardon the use of small sums and simple figures for illustrations and some 
over-simplifications of details to bring out the point. 

Any manufacturing business is in the nature of a speculation. One 
buys popcorn and a popper, trundles the popper to a likely corner and 
proceeds to turn the corn into finished product, package it and sell it to 
the public. That is, unless he is very unlucky, he sells the bag of popcorn 
for more than he paid for the raw corn, the bag and the butter. The 
difference between these costs and his selling price is a gross profit; only 
when the sum of these gross profits is sufficient to repay the cost of his 
popper, can he say that the venture has paid. Nor can we forget the in- 
evitable costs of maintaining the establishment, the peddler’s license, the 
free bags to the policeman, all the various expenses which go on whether 
business is good or bad. These costs are a fixed charge against the profits 
of any period. 

The time to study costs is before the money is spent or committed. 
Your company is thinking of adding a machine. That is the time to sit 
down and figure out very carefully, what the initial expenses and the other 
fixed commitments will be, what the gross profit per unit will be and how 
many units you can expect the machine to produce and the market to 
absorb. That is the time to see whether the money would not yield’ more 
if put to some other use. A firm recently considered adding to its build- 
ing. A cost analysis showed that, with an expanding business and heavy 
taxes, they would have to take the money for the building out of working 
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capital. The building would have yielded a profit, but inventory promised 
a better one and the firm decided to get along for awhile with the old 
building. That was cost analysis at the right spot. 

Almost all business expenses are speculative. We buy steel and put 
it into the storeroom; every production man takes for granted the risk that 
the price may go down before the stock can be turned into money again. 
The price may also go up, a pleasant thought on which we would like to 
dwell longer. But speculative the investment is, whether prices go up or 
down. 

We may buy steel in carloads, thereby increasing the risk but making 
a saving in unit cost. When we buy a machine, we are in a sense buying 
a large package of machine time, which we hope to combine with purchased 
materials and sell at a profit. 

Many expenses, although spread out over the future in serial payments, 
are as irrevocable as though paid out in one lump sum in advance. Any- 
one who has tried to dispose of a lease on a no longer wanted building 
will understand this sad fact. 

The place where the accountant can really perform a service is in giv- 
ing his boss a realistic and accurate estimate, before the money is spent or 
the commitment made. The form of such an estimate is simple. One sets 
down, year by year, an estimate or budget of the cost and the yield of the 
proposal under consideration, or the comparative costs of alternative pro- 
posals, over the whole period. If the time is long and the amounts large, 
there are ways for including in costs, appropriate allowances for interest, 
or the profit which might be made by other uses of the money. One then 
adds up and finds whether the proposition will pay. A simple cost com- 
parison is shown below. One has a temporary demand for a product, 
for three years, with sales of $1000 per year. Current, out-of-pocket costs 
of manufacture will come to 50% of the selling price and an investment 
of $1000 must be made to start operations. 


Figure 1. Cost Comparison 


Year Cost Income Net Profit 
Dern bal eCOSt: s..ctscs acetates $1000 
LD OPELATNE COSE: ....506:s.0c0s.sece25- 500 $1000 
2 OPERRE COST oes sncscceciseccssesse 500 1000 
SD OMSROt COSE so oisicccnscesssoe0ss 500 1000 
“Tay 2] [SIE vot ee ae aE ae et 2500 $3000 $500 


No account has been taken of interest in this comparison; it might 
have been included by reducing the revenues and payments in each year 
to equivalent present worths. This procedure is well understood and we 
need not digress from the main thread of our analysis for it. 

This form of cost comparison may also be applied to any other business 
situation such as the question of whether or not to discontinue a product. 

The cost comparison provides a safe and simple form for presenting 
the cost elements, but it does not yield a handy cost figure, good under 
any circumstances. As a matter of fact, there is no such figure, although 
the belief in such a figure is a favorite part of the mythology of American 
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business. Shown below is the familiar graph showing the relation between 
volume and sales. 

Super posed on the usual graph of total costs for a period is, in 
dotted lines, a graph showing (to a different scale), the cost per unit of 
product at the various rates of output. 

Figure 2. 

Assuming the simple case of one product, the cost per unit would 
evidently decrease, as the constant cost is spread over an increasing number 
of units. The cost per unit would consist of the “variable” cost of labor 
and material, (which becomes constant as a per unit figure) plus a share 
of the fixed costs, which decrease rapidly per unit as one goes from very 
small to larger volumes, and would continue to decrease, although more 
slowly, all along the line. 

The usual accounting procedure in finding the unit cost of a product 
is to add to the direct cost for labor and materials, a proportion of burden 
on some one of various bases. The theory in allocating burden is to find 
some simple measure of the incidence of the cost. Any practicable measure 
is bound to be an approximation. For example, it is often assumed, and 
sometimes may be true, that the amount of supervision, the investment 
in machinery, rental of floor space, inspection, stores-handling expense and 
so on are in proportion to the direct labor expended on a product. The 
total direct labor for the period (in hours, or in some systems, in dollars 
of labor cost), is then divided into the burden in dollars to get a rate in 
dollars per hour, or a percentage of labor cost, to be added for burden. 
Thus, with 10,000 labor hours at $1 per hour, and $20,000 in indirect ex- 
pense in a given period (as a year) the burden rate would be $20,000 or $2 


10,000 


per labor hour. Or, using the labor cost basis, the burden charge would 
be 200% of the direct labor cost. If a job took 3 hours, the labor cost 
would be $3, the burden $6. This elementary theory is reviewed merely 
to fresh the memories of those who may not be dealing with costs regularly. 

The hour basis gives somewhat distorted figures if some processes re- 
quire a very heavy investment in equipment, while others do not. To 
meet this situation, the production center plan was devised. Under this 
plan, all those expenses, such as depreciation, power use and the like, which 
are peculiar to a single process, department or other unit of operation volume 
are converted into separate rates per hour, a rate for each center. Those 
expenses which apply to all processes or cannot be located separately are 
reduced to a general rate per hour as in the labor hour method. The 
rate for each machine or production center then consists of the local 
burden plus the general rate. To cost out a job, after the labor and 
material costs are posted, the rate for each machine is looked up and the 
job is charged for the hours each machine is used at its appropriate rate. 

In all these systems the number of hours’ use on which the rate is 
based, is taken as the normal use, or rate of output of the business, or 
production center, sometimes very carefully estimated to cover the average 
experience of the whole eleven-year swing of the business cycle. Since 
the indirect expense is mostly fixed regardless of volume within the normal 
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operating range of the company, any substantial fluctuation in volume of 
sales will result in an under—or over—application of burden. In the 
older systems, any unapplied burden was carried over into the next period, 
resulting in the rather quaint situation that, as volume went down, costs 
and presumably prices went up. If this process were carried to its logical 
conclusion we would have zero sales at an infinite price. The more logical 
method is to charge over—or under—applied burden direct to profit and 
loss. Certainly if any element in business is speculative it is volume, and 
while there may be a certain utility in carrying profits or losses into the 
next period in the guise of over—or under—applied burden, we are de- 
luding ourselves if we permit these figures to alter the true picture of the 
results of operations. 

The accountant is here swayed by a conception which has persistently 
been attacked by the economist. The accountant starts with the concep- 
tion of a stewardship of the funds of the owner and is diligent that every 
penny shall be accounted for, as of course it should be. But one does not, 
in real life, neatly regulate every cent of overhead up or down in propor- 
tion to volume. He commits himself in advance in the form of fixed 
investment and fixed charges, to a certain establishment and then tries to 
operate that establishment as near as possible to capacity and on as pro- 
fitable business as possible. 

Let us glance again at Figure 1. Suppose that, after the initial investment 
of $1000 had been made, but before a stroke of business had been done, 
the investor found that, with the same $500 of operating costs, all he could 
get for his product was $600 per year. To simplify the case let us also 
assume that he could realize nothing from the initial investment except 
by operating it. 

Figure 3 compares the results of operating, and of closing down. 


Figure 3. 


If plant is operated If plant is not operated 
Year Cost Revenue Cost Revenue 
0 Sunk cost of equipt. ...$1000 $1000 
1 annual operating cost .... 500 Sales $600 oper. cost 0 Sales 0 
2 annual operating cost 500 Sales 600 oper. cost 0 Sales 0 
annual operating cost .... 500 Sales 600 oper. cost 0 Sales 0 
Total costs or revenue.. $2500 1800 1000 0 
LN eae enter 700 $1000 


Would you discontinue the line after you had committed yourself to 
the initial investment? Evidently you would be $300 better off by con- 
tinuing. The case is identical with the cases of the new milling machine 
and the blast furnace. A miscalculation or a change in conditions has 
voided part of the value of the initial investment. The cost accountant, 
attempting to retrieve the initial investment by adding it to the cost of 
the product, would give a misleading answer in each of these cases. In 
each case, the right course of action is to disregard the past and look tc 
future costs and future return only, (to marginal costs and revenues, as 


the economist would put it.) 
Obviously, one could not continue to operate a business if he failed 
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on every speculation to recover his investment. The fault would be not in 
the figures but in the judgment of the initial situation. But any practical 
business man knows that he does not make an even profit on each line. He 
makes out nicely on one, not so well on another. The problem is to know 
at all times how much return above out-of-pocket costs, can be counted 
on from each. One can then cut off the lines which continue to soak up 
more than they return (unless the deficit is investment, which looks to 
eventual returns) can nurse along the lines which, while they may not 
realize initial hopes, are still contributing a little toward salvaging the 
original investment, and can steadily swing the energies and the re-invest- 
ment of the business toward those lines on which the profit and the promise 
are the greatest. 

We are concerned in this analysis with the accounting procedure. One 
need not emphasize that one looks beyond the details of to-day’s profits 
or losses to the eventual result, and may continue, on faith alone, to sink 
money for years, in the confidence that if one hammers long enough at 
the same spot, the stone will break. But it is a matter of some import that 
the figures by which even such inspired vision must be guided, shall reflect 
the realities and not an unrealizable, conventional picture of the situation. 

C. R. Cary delivered a paper* before the American Management As- 
sociation in which he advocates a new type of income statement. Out of 
his approach there has been evolved for one company a statement, part of 


which is shown below. 


Figure 4. Commodity Profits and Losses, for month of 19 
Product line Axles Bearings Centers Total 
Shipments ... ..6000 $3000 $1000 $10,000 
Less: 
Prime Cost: 

Labor ..... ne, 2000 1000 200 3200 

Material .... 1000 1000 500 2500 
Total prime cost ..- 3000 2000 700 5,700 
Contribution to expense 3000 1000 300 4,300 
Less: 
BSUS ois cissvestaciesedessosesaians 4,000 
Profit before taxes ........... $ 300 


Let us set the same statement up, applying expense on a labor cost 
basis of distribution. The total labor cost is $3200, the expense is $4000 





and the burden rate would be 125%. The statement of costs by products 
follows: 
Figure 5. Product Costs With Burden for Month of 19 
Product line Axles Bearings Centers Total 
SHIPMENtS. ..2.26<ic00060500600c POUOO $3000 $1000 $10,000 
Material .......:0. 1000 1000 500 2500 
BAO s.5ccccstace 2000 1000 200 3200 
Burden 125% of labor .. 2500 1250 250 4000 
MORE SCOSE cd icccciierwevences 5500 3250 950 9,700 
PROG: siccscdss cstecdivaccarseidene 500 —250 50 300 








COST AND MANAGEMENT 


The figures come out to the same total profit as before. One consol- 
ing thing about this whole question is that, no matter how you divide 
and allocate the expenses, they must in the end come out to the same 
total. 

But notice in Figure 5, that line B is losing money. If we drop it, 
profits should increase. But if B is dropped we lose the $1000 contribution 
the line made to expense (See Figure 4), and the profit of $300 becomes a 
loss of $700. If one looks at the overall picture the facts are there by 
either reports but if taken at face value, Figure 5 is misleading. 


The use of Product-Line Profit and Loss Statements in the control 
of a Multiple-Line Business’, by C. R. Cary, American Management Asso- 
ciation, Financial Management Series No. 66, 1941. 

Figure 3 is a very simple and clear statement. It shows sales and out- 
of-pocket expenses for each product line, and the real contribution of the 
line toward the total burden expense. The statement would be more ac- 
curate if not only labor and material were segregated by lines, but also 
other variable expenses, such as supplies, clerical labor in handling orders, 
commissions on sales and the like. The principle here would be not to 
segregate expenses which apply equally to all products, nor to bother with 
over-refinements which cost more in clerical expense than they contribute 
to real control 

To produce a report such as Figure 3, labor and material expense 
would be collected by product as in present systems, either on a job order 
basis or a standard cost basis in jobbing businesses, or on the basis of pay- 
rolls and material purchases in one-product departments. Departmental ex- 
pense might well be included with prime product costs in the latter case. 
Burden would not be distributed. By this omission the bookkeeping would 
be appreciably reduced. 

Suppose one wishes to know, as a basis for pricing, the cost of a parti- 
cular ‘product. The prime cost can be had from the statement or from the 
accountant. To this prime cost one can add the necessary mark-up including 
desired profit. In this case, if one is satisfied‘ with the 3% profit on sales 


used in the illustration, the mark-up (on labor cost) would be 4300 or 130%. 
k 





3200 
If you were like most presidents you would tell the sales department, “We 
must get a mark-up of 150%'’ and you might be right, for there must be 
something for contingencies. Maybe it would be 200%. Whatever the 
mark-up figure, it is a simple one to carry in mind. When the job is 
important, or when one must sharpen his pencil and quote the lowest pos- 
sible figure, he can call for an analysis such as Figure 1, and determine, 
for any given proposal, what the costs and the returns would be and at 
what point the proposition ceases to be worth while. Mark-ups could be 
differentiated by line, if there were wide differences in equipment costs. 
They would be computed much as with the production center basis of dis- 
tribution, but would be used for estimates rather than applied to each job 
and balanced out. They would be corrected periodically by comparison 


with the actual overall payroll and other figures. 
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Notice that, with the overall mark-up figure, one comes out with the 
same result as would be given by the distribution of overhead. The mark- 
up might be on labor cost, as in the case just given, or on prime cost. 
For a company jobbing any substantial part of its line without remanu- 
facture, the most accurate way would be to apply one mark-up to products 
carrying labor, another to those merely rehandled without fabrication. 
Again, the question is as to the advisable degree of refinement. 

How is one to price inventories without a detailed product cost includ- 
ing overhead? Inventory costs may conveniently be carried in terms of 
two figures, direct labor cost plus material costs. When we total the 
investment in stock, we do it as a total labor cost plus the total of the 
material costs. To put this figure into our balance sheets, we add the 
proper mark-up, which in this case would be 125% on labor. Or for 
the value of any single item or group of items, the burden can be added 
correctly at any time by the same device. 

It may well be argued, why not carry inventories at prime cost, on 
the balance sheet? Suppose for the business shown in Figure 4 we are 
carrying an inventory of axles equal to one month’s shipments, or $6000 
at sales price. The prime cost of this would be $3000, its cost, including 
the 125% mark-up on labor, would be $5500. We decide to increase 
stocks to 2 months supply without increasing sales. At prime cost our 
investment would increase by $3000, at cost including overhead, by $5500. 
Which of these figures for the increase jn investment is the truer? Stick- 
ing to our simplifying but approximately true assumption of a fixed month- 
ly overhead, we have not spent $5500 for the added inventory but only 
$3000, the added material and labor expense. Overhead has not increased 
and therefore has not been invested in inventory. Clearly, if one wants 
to prevent his balance sheets from ballooning up with an increase in in- 
ventory, or shrinking with a reduction, he will use prime costs. 

Prime cost does not, of course, give the “true” value of the inventory. 
Prime cost is a conventional figure, which has the advantage of reflecting 
more accurately the true nature of changes in the inventory. But neither 
does the usual cost figure, including overhead, give the true value of in- 
ventory. The true value of an inventory is what it will bring on the 
market, minus the costs of processing and disposal to the point of sale. 
If one wants to sell an inventory in bulk, he will normally turn to some 
approximation to this method of valuation to set a price. If he does 
not propose to retire from business, but expects to dispose of inventory by 
the normal flow of business, the inventory at prime cost flows smoothly 
into the cost statement shown in Figure 3, gives a gross profit from which 
expenses are deducted in bulk, and out comes exactly the same profit figure, 
for all practical purposes, as would be given by detailed allocation of bur- 
den. Why go to all the bother of allocation? It is always simpler to 
look expenses directly in the face, than to pro-rate, subdivide, spread and 
eventually lose sight of them. 

A shift of inventory from an average or total cost basis to a prime 
cost basis of valuation would of course involve a substantial initial adjust- 
ment of the balance sheet, which might not be looked on with favor by 
the tax collector, unless a tax were paid on the value which disappeared 
in the transition. We have not made the transition, principally for this 
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reason, but we have had enough experience to convince us that it is econ- 
omical and perfectly practicable to carry the inventory at prime costs and 
make our overhead extensions in bulk instead of detail, when we want 
a figure for valuation purposes. 

One point remains to be settled. Throwing depreciation, or any other 
large expense, specifically applicable to one product and not to others, 
into burden and taking it off in one lump sum would give a correct pic- 
ture so far as totals are concerned but would tend to distort judgment as 
to the true costs and profits on the various lines. Where a labor hour 
basis of distribution would have been sufficiently accurate, the statement 
in Figure 4 would serve. Where the failure to distinguish depreciation 
costs would lead to distortion, the form of statement shown below may be 
employed to advantage. 


Figure 16. Statement of profits and losses by commodity month of 


19 

Product line A B S. Total 
Shipments. ............... $6000 $3000 $1000 $10,000 
Less Prime cost: 

Labor 2000 1000 200 3200 

Material . 1000 1000 500 2500 
Total Prime cost .... 3000 2000 700 5,700 
Gross Profit ............ 3000 1000 300 4,300 
Less Depreciation 400 200 400 1,000 


Contrib. to Gen’l. 


EXPENSE  ....<.<0000+005.0- 2600 800 —100 3,300 
Mess: Spent’) EXD. ...5csscns 3,000 
Profit before taxes .. 300 


Depreciation is in this example figured on the common basis of time 
rather than use. Where equipment is certain to be used up before it be- 
comes obsolete, depreciation might well be treated as a variable expense, but 
shown separately as above. . 

In this illustration, depreciation is shown as a fixed amount; this cor- 
responds to the facts. A machine is bought on the basis of a certain prob- 
able activity or yield. If this use of the machine is not obtained, the un- 
used portion of the capacity is water over the dam. Putting the state- 
ment up in the form shown in Figure 6 shows the true facts. It also 
separates depreciation costs, which are sunk, from the out-of-pocket costs, 
such as material and labor. Looking at product C, the executive sees that 
it is not realizing the depreciation chargeable to it. At the same time he 
sees that the income from C is $300 greater than if it were discontinued. 
If it is possible to employ the capital and energies given to C in increas- 
ing the sale of A, it would other things being equal, certainly be advisable 
to do so. The income from C must be regarded as in the nature of a salvag- 
ing operation, getting what one can out of a disappointing speculation or 
a by-product utilization of capacity temporarily idle. The equipment for 
C will not, unless conditions change, be replaced when it wears out but 


meanwhile it will be operated. 
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Little has been said in this discussion, of the use of costs as a basis 
for pricing. Economists argue and I think most business men will agree 
that the individual firms costs in a competitive market have little to do with 
the price at which a product is sold. Price is determined by the necessi- 
ties of the other fellow, by the costs of the marginal producer, who will 
drop out, curtailing the supply and holding or forcing up the price a 
little, if the price drops below the level at which he can compete. 

We note at once one significant implication of the idea of marginal 
cost. If a producer finds himself in a market in which he cannot recover 
his fixed costs, it will be better for him to sell at any cost above his out- 
of-pocket costs, than not to sell at all. If the demand for the product is 
inelastic, this means that such a producer will tend to bid down prices to 
the barest minimum above out-of-pocket costs, where it might have been 
just as easy to obtain the higher price as the lower. Obviously it would 
be to the advantage of the producers to get together, agree on a price 
and thus reduce the losses that would follow ruinous competition, which is 
apt, in the heat of battle, to cut even below marginal costs and drive nearly 
everyone out of business. There seems to be at least a suspicion that one 
purpose of trade associations is to effect (by legal means of course) the ex: 
change of information which makes possible such similar action on prices. 
It would of course be a great help in securing such action if each member 
of the association followed a uniform cost system, applying, perhaps, at 
certain appropriate points, not only full allowances for overhead, but small 
margins of profit for handling materials, for instance, adequate reserves for 
various contingencies, and all other possible cushions against the unkind 
blows of fate. 

Business experience certainly indicates the folly the pricing your goods 
too low. All you get for your pains is the suspicion that perhaps there is 
something wrong with the goods and they are worth as little as their maker 
seems to think they are. Yet I do not think owners and managers would 
suffer by a control such as Figue 1 and either Figure 4 or 6, would furnish, 
a control which gives, at less cost than by present methods, the facts on 
which to base a realistic price policy. Realistic pricing is based on judg- 
ment of the market; one’s own costs are significant only in indicating 
whether or not one should take a particular kind of business at the avail- 
able market price. 

The problem of surpluses is one of the most threatening of the world’s 
economic worries. Governments destroy little pigs, to hold prices up. 
One argument for wars is that they furnish employment for surplus labor. 
Producers cut down the production of basic commodities and return men 
to idleness, because they are afraid of a demoralization of prices. Work- 
men do a half day’s work for a day’s pay, limit entrance to the craft, in 
order by scarcity to maintain the price of labor. Each individual is emin- 
ently sane from his own point of view, and yet what a crazy world results 
from the interaction of these various sanities. The fact that a man is not 
a member of a labor union and cannot get a job does not seem to change 
very much his need for food, so we tax away from the employer and the 
union man, the profit differential his monopoly has secured to him, in 
order to maintain in miserable and corroding idleness, the man whose 
work would compete with his. We look forward with the greatest anxiety 
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to the return of the service men from the war; millions of young men at 
the height of their powers, men who have far more to give to their com- 
munities than they need ask of these communities for support, men whose 
return should be welcomed from the economic point of view, as well as 
because of gratitude for the heroic services they have rendered the Re- 
public. Why should we be anxious about these additions to our produc- 
tive capacity? They come as producers and customers as well as com- 
petitors. They will if we can only untangle the nightmare coils of our 
economy, supply their own needs and more. (This statement passes rather 
sweepingly over the admitted difficulties of readjustment, but it is well 
sometimes to disentangle oneself from detail in which it is easy to lose 
sight of realities. 

One may well ask whether it is not time to switch our thinking, all 
of us, from the salvaging-of-the-past point of view of the historical or average 
cost system, to the more alert and flexible point of view of marginal costs. 
Marginal-cost thinking, if I may thus designate a general philosophy of 
pricing and policy, would be quicker to write off and abandon mistakes. 
One will of course, have to secure the same mark-up to stay in business 
under any type of thinking. But one would look at each situation from 
the standpoint of the best future utilization rather than an inflexible re- 
covery of past commitments. There would still be some need presumably, 
for concerted action against uninformed price cutting. But better inform- 
ation, it may be hoped, would tend more to attack the problem of mis- 
placed capacity at its source, and reduce the need and waste of ruinous 
price cutting by more foresight as to demand and knowledge of existing 
capacity. It would permit a more alert and flexible utilization of capacity, 
by price concessions during off seasons in order to stimulate demand, by 
intensive development of by-products, and by other means recognized as 
being profitable as well as socially desirable. Brains, skill, imagination, 
individual initiative would not suffer but would gain from such a loosen- 
ing of the restrictions on competition. Money mis-invested would be lost 
more rapidly, but the returns would be correspondingly higher for the 
prudent investor. If we priced to stimulate demand the idle would find 
work and we would be relieved of the crushing load and fear of unem- 
ployment much sooner and more safely. 

There is one great and simple truth that is easily lost sight of. When 
more is produced, there will be more to divide. To the extent that the 
attempt to hold up prices leads to the reduction of production and the 
waste of capacity, human as well as material capacity, to that extent we 
all suffer in the end. 

Well, what started out as a prospectus for a cost report is rather 
getting off the deep end on social theory and it is time to stop. But I 
believe the social implications of marginal-cost thinking hold no social 
thread. To the contrary. Such thinking and accounting also conform to 
the realities which business men do consider in policy making. 


A cost obtained by the conventional methods of distribution of burden 
has the virtue of simplicity. It is just one cost, and one does not have 
to worry about its being one thing in one set of circumstances and another 
in another set. You and I know how irritated the president of the com- 
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pany is when we say, “Well, the cost was $2.056 last month but it is 
$6.139 on this last lot.” What can a man count on, anyway? Say some- 
thing and stick to it. 

I submit that in this specious simplicity lies the weakness of expense 
distribution. For a given distribution is correct only in a single set of cir- 
cumstances, for a single volume, and the conditions in business are not 
that constant. 

Also, as the ratio of indirect to direct expenses continually increases, the 
use of a simple labor base or even a production center base, rests on a nar- 
rower and narrower, less and less secure foundation. It is time we took our 
whole theory of cost finding apart and examined it in the light of our modern 
knowledge of fixed and variable expense, and of modern theories of marginal 
costs. This paper proposes a very modest step toward better cost analysis which 
has served to aid one firm, at least, to better decisions. The plan is sub- 
mitted for criticism and in the hope that it may lead to further advances, 


from which we all may profit. 
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Cost and Management Institute 
Report of the President 
For the Fiscal Year Ended on April 30, 1944 


Fellow Members: 

It is indeed a privilege for me to submit to you my annual report of 
the affairs of the Institute for the fiscal year ended on April 30th, 1944, 
and to be able to advise that your Institute has made definite progress 
in the course of that period. 

Membership 

At the beginning of the year, our membership stood at 196 made up 
of 120 resident members, 37 non-resident members and 20 students. In 
addition, there were 3 honorary members and 16 on active service. An 
intense membership campaign was launched by your Executive and thanks 
to the co-operation and assistance of our members, I have pleasure to re- 
port that our membership now stands at 252 as follows: 142 resident mem- 
bers, 55 non-resident and 37 students, plus 2 honorary members and the 
16 on active service. This is an increase of 56 members over last year or 
the equivalent of 35%, and I feel justly proud of such an achievement. 
This healthy growth is evidence of the fact that the Institute has a definite 
place in our highly industrialized economy, that our members are alive to 
the necessity of broadening their contacts and increasing their strength and 
also that the aims and ideals of the Institute appeal to a larger number 
of business men. We all realize that cost accounting and industrial 
management are of great importance in modern business and will be in 
greater demand after the War. 

Our efforts to increase our membership should be constant and almost 
obstinate. Membership, unlike gardening, is not seasonable, but is a flower 
that will bloom throughout the year if you will give it the care and 
attention it requires. 

Financial Position 

The other important feature of the activities of your Institute has been 
the healthy condition of its finances in the course of the year just ended. 
A separate report will be submitted in detail, but I would like to point 
out that in the course of the past twelve months we have been able to 
retire in full the outstanding loan which existed at the beginning of the 
year and to wipe out the expenses which had been incurred in the organiza- 
tion and incorporation of your Institute three years ago. After payment 
to the National Office of one half of the membership dues, your Executive 
used the rest of the funds for our activities. 

An innovation which cost a little money this year was that rather than 
increase the price of the dinner, we paid the hospital tax on all meals 
served at the Mount Stephen Club prior to our regular meetings and also 
contributed gratuities for the table service. This means that for each at- 
tendance at our meetings last year, a minimum of 10 cents per person had 
to be disbursed out of the general funds of the Institute. That policy was 
adopted by your Executive at the beginning of the year in the hope that 
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our members would continue to attend our dinners and be on hand for the 






meetings afterwards. 
Activities 

Our activities for the season 1943-44 were officially inaugurated by 
our Opening Dinner which took place in the Rose Room, the Windsor 
Hotel, on November Sth, 1943, whereat we had the privilege of having 
with us Mr. Henry Borden, K.C., Chairman of Wartime Industries Control 
Board, Ottawa, who spoke on ‘Co-ordination of Controls.” 4 














































This meeting will go down into the annals of the Institute as an out- 
standing success both from the point of view of the quality of the Speaker 
and for the number of members and guests in attendance. In fact, we had 
a total attendance of 275, the highest mark reached so far. At the head 
table were representatives of some of our largest industries, as well as 
representatives of the important civic and business associations of the Pro- 
vince. The Speaker was quoted freely by the newspapers of the country 
and I like to think that the Cost and Management Institute did not feel 
any worse for it. 
The regular program of the season was as follows: 
October 29th—Dinner and Lecture Meeting—Mount Stephen Club. 
Subject: “Cost in the Pulpwood Industry.” 
Speaker: W. T. Bennett, Asst. Treasurer—Brown Corporation. 
November 12th—Dinner and Lecture Meeting—Mount Stephen Club. 
Subject: “Post-War Planning by Business.” 
Speaker: George S. Mooney, Co-Director, Greater Montreal Economic 
Council. 
November 26th—Dinner and Lecture Meeting—Mount Stephen Club. 
Subject: ‘Joint Labour and Management Committees.” j 
Speaker: E. R. Complin, Manager of Personnel, Defence Industries 
Limited. 
December 10th—Dinner and Lecture Meeting—Mount Stephen Club. 
Subject: “Job Evaluation.” 
Speaker: Dr. Herbert Moore, Member Senior Staff, Stevenson & 
Kellogg Ltd. 
January 14th—Dinner and Lecture Meeting—Mount Stephen Club. 
Subject: ‘Payroll Accounting.” , ) 
Speaker: W. Holmes, Cost Accountant, Howard Smith Paper Mills ‘ 
Limited. 
January 28th—Dinner and Lecture Meeting—Mount Stephen Club. T 
Subject: “The Role of the Cost and Industrial Accountant in Postwar 
Planning.” 
Speaker: H. M. Hetherington, R.I.A., Viceroy Manufacturing Company 
Limited. ) 


February 11th—Dinner and Student Night—Mount Stephen Club. 
Program: A—Special Depreciation Claim to the W.C.D.B. 
B—Intelligence Contest—C. A. Students Society Four Year 
McGill Accounting Class Students of C. & M.I. 
February 25th—Dinner and Lecture Meeting—Mount Stephen Club. 
Subject: “Responsibilities of the Personnel Manager.” 
Speaker: George Walsh, Personnel Director, Canadian Car & Foundry 


Co. Ltd. 
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March 10th—Dinner and Lecture Meeting—Mount Stephen Club. 
Subject: “Value of Labour Unions to Industry.” 
Speaker: Dr. Finer of the International Labour Office. 
March 24th—Dinner and Lecture Meeting—Mount Stephen Club. 
Subject “Differential Cost Accounting.” 
Speaker: Paul Kellogg, L.C.M.I., M.E.I.C., President Stevenson & 
Kellogg Ltd. 
April 14th—Dinner and Lecture Meeting—Mount Stephen Club. 
Subject: “Safety Engineering and Management.” 
Speaker: T. H. Miller, Assistant Manager, Quebec Association for Pre- 
vention of Industrial Accidents. 
May 12th—Closing Dinner and Annual Meeting—Mount Stephen Club. 
The total attendance at the above lecture meetings was 530 or an 


average of 48 persons. 


In addition to the regular meetings, your Council held 17 meetings 
with a total attendance of over 200. 

All of the lecture and most of the Executive meetings were held at 
the Mount Stephen Club, 1440 Drummond St., Montreal, and our thanks 
go to the management and to the staff of the Club for the efficient and 
courteous manner in which we were looked after at all times. We were 
very sorry indeed last Fall not to be able to go back to the Faculty Club 
as they had decided to reserve their facilities for their members only but, 
on the other hand, were very fortunate in being able to make arrangements 
with the Mount Stephen Club. 

Educational Activities 

The life line of any organization of our type is its students and it is 
a pleasure for me to report that the activities of that department have been 
very satisfactory. The Chairmanship or direction of these activities is in 
the hands of one who ought to know how, Mr. Don Patton, C.A., a past 
President of this Chapter, a past President of the National Society and a 
Professor at McGill University. 

Our students numbered 38 as compared with 20 last year, while 
several of our members studied various subjects of cost accounting and 
business management without registering as such. Forty-one candidates 
have registered for examinations and will write 69 papers and on behalf 
of the Executive and of our members, as well as in my own name, I would 
like to wish them the best of success in their examinations and assure them 
that they can count on the support of their fellow members at all times. 
Relations With Other Societies. 

The relations of your Institute with its sister Societies have been most 
cordial and as such, contributed to maintain and perhaps increase the 
prestige of our Institute in the business community. Your President was 
officially invited to represent you at the annual functions of the Canadian 
Credit Institute on November 10th, 1943, at the Queen’s Hotel, of the 
Society of Chartered Accountants of the Province of Quebec, on March 
24, 1944, at the Ritz Carlton, of the General Accountants Association on 
April 22, 1944, at the Windsor Hotel and of the Chartered Institute of 
Secretaries on March 16, 1944, at the Windsor Hotel. In addition to the 
above, your Chairman, as a Director of the Chamber of Commerce, repre- 
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sented the Institute on more than one occasion, thus creating the kind of 
publicity likely to reflect favourably upon our organization and its ac- 


tivities as well as on its membership. 


I might also add that on the recommendation of the Educational Com- 
mittee, certain mutual concessions are being worked out between the C.G.A.'s 
and the C.M.L.’s regarding examinations and I trust that these arrange- 
ments will prove to be of mutual advantage. The spirit of co-operation 
which prevailed throughout the year between your Society and its sisters 
was evidenced last Winter when the Quebec City members of the Institute 
were ready to organize a local chapter, but would rather postpone the 
matter than hamper the activities of the C.G.A.’s in that City, since a great 
number of our own members were already members of the local Chapter 
of the C.G.A. I hope that these happy relations will continue in the future 
since peace and harmony without is no less desirable than peace and harmony 
within. 

Quebec City Chapter 

The idea of forming other chapters in this Province is not new and 
attempts were made in that direction in the past. This year, however, 
with the help and co-operation of your Executive, your President endeavour- 
ed to organize our Quebec City members into a local Chapter. Accompanied 
by some of the past Presidents, he attended two meetings in Quebec City, 
one on May 3lst, 1943, and the other on January 27th, 1944. The first 
one was addressed by Mr. P. W. Wright and Mr. Lorenzo Belanger, both 
Dominion past Presidents and by your own President. The meeting of 
January 27, 1944, was held jointly with the members of the C.G.A. in 
Quebec City and was addressed by Mr. H. M. Hetherington, the National 
President of the C.S.C.A. & I.E. and by the National Secretary, Mr. R. 
Dawson. On both occasions, a pressing appeal was made to the Quebec 
City members to organize a local chapter and I have much pleasure to 


report that they have decided to do so. 


In this connection, representations were made to your Council to the 
effect that special arrangements be made whereby Quebec City residents 
who were members of the Institute as at December, 1943, could obtain the 
degree of L.C.M.I. after passing successfully the prescribed examinations. 
The principle was adopted by your Executive and a special Committee 
was formed for the purpose of supervising the examinations and their 
report will be available shortly. 

For all purposes, the Chapter at Quebec City is virtually formed and 
all that is required now is its formal recognition as such. Your Council 
has assured the Quebec group of our desire to help in every way possible 
and I trust that you will give your new Council your full support along 
those lines. 

The formation of the Quebec Chapter has raised the question as to 
whether it will be necessary or even desirable to form a Montreal Chapter 
as separate from the Institute proper. A special Committee was appointed 


by your Executive to go into the matter and their report was to the effect 
that a Montreal Chapter should be formed. No doubt that this matter 


will be submitted to you later. 
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National Meeting—C.S.C.A. & LE. 

As you probably know, the annual meeting of the Canadian Society 
of Cost Accountants & Industrial Engineers will be held in Quebec City 
on June 30th, 1944, the National Directors having thus accepted the invi- 


tation extended to them in June of last year by your President, at the 
Windsor, Ont., meeting. The details of the program are in the hands of 
the National Secretary, Mr. R. Dawson, and of Mr. A. J. Dolbec, a mem- 
ber of your Council and head of the Quebec group. 

It will be the first time that the National Society have met in Quebec 
City and this will coincide with the inauguration of -the Quebec City Chap- 
ter. A large party from Ontario is expected to leave here by boat on the 
evening of June 29th to arrive in Quebec in the morning of June 30th. 
The Directors’ meeting will be held in the afternoon while the Dinner 
meeting will be held at the Chateau Frontenac in the evening, with an 
outstanding Guest Speaker. May I extend to you a most pressing invita- 
tion to arrange to attend this meeting. It will be most instructive and 
interesting. After all, we should give our Quebec City fellow members 
all the support we can and if you arrange to take your wife with you, I 
am sure that our Quebec City friends will make your stay very enjoyable 
as they have a wonderful program under consideration. 

Conclusion 

In conclusion, may I be permitted, after a retrospective glance over 
the progress made by your Institute in the course of the past twelve months, 
to try and scan the future. The foresight and wisdom of the pioneers 
of our Society have been proven by the progress which the Cost and Man- 
agement Institute has made since its foundation. Its membership has 
grown steadily, its financial position is very sound and its influence is 
now felt in every corner of the Province. A new unit has been formed 
in the old Capital, another one is expected to be formed here and members 
located in the St. Maurice Valley, as well as those residing in the Eastern 
Townships will want to organize local chapters. 

The degree of L.C.M.I. is recognized not only in this Province, but 
throughout Canada and some of our members who practise as public busi- 
ness consultants are proud of the fact that they belong to our organization. 
Your Society is being recognized by the sister organizations in the account- 
ing and executive fields and our members rank on the same level as experts 
in other branches. The publicity which your activities have received has 
made your Institute known to a larger number of people. 

The high standard of our educational requirements and the calibre of 
our meetings and discussions tend to increase the influence and prestige 
of your Society and I feel that we are travelling in the right direction and 
that we shall soon start to reap the benefits which are bound to accrue 
from such a policy. The services of Cost Experts as well as the services 
of men trained for industrial and business Management will be in greater 
demand after the War, since they will be essential to the success of private 
enterprise. If these premises are sound, the role played by your Institute 
and by its members is of paramount importance. Let us, therefore, better 
ourselves and thus create a demand for our services by extending our ac- 
tivities beyond the limits of our present membership. Let us, also, pro- 


mote the interest and welfare of our profession at all times. 
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Before closing, may I express my thanks to the members of your 


Executive and to the Chairmen of the various committees for their splendid 
co-operation and constant devotion to your interests. Thanks also to our 
genial Assistant Secretary-Treasurer, Mr. Randall Herron, whose services 
were very much in demand this year and who discharged his duties with 
the greatest efficiency. And last, thanks to you all for your wonderful 
support which made my task very light and very pleasant indeed. 
All of which is respectfully submitted. 

CHARLES P. DUMAS, M.C.I., L.C.M.I, 

May 4th, 1944 President, 1943-44. 








Problems in Variance 
By Phil Glanzer, A.M.I.E.T., F.A.S.A. 


The accounting term “Variance” is unknown to many printers. What 
is its relationship to costs and why, they ask. 

Variance is the difference between standard or budgeted costs and 
actual costs. In the final analysis, it is the measurement of one’s man- 
agerial efficiency. Many printers are perplexed by variance because they 
do not budget or use standard costs. 

When variance is explained to them, many want to know why it is 
necessary to determine it. Why not just record actual costs and let it 
go at that?” they ask. The printer who operates in this manner—and 
many do—can determine actual costs, but these costs do not aid efficiency 
on current operations; they merely record the degree of prior operating 
efficiency. To police current operations with adequate cost control, the 
printer must budget, and his estimated costs may show a variance with 
actual costs; in fact, they usually do. Any printer who can consistently 
make budgeted figures agree with actual results is a super-businessman, 
yet, it is still wise to attempt to reach Valhalla. By making the effort one 
will earn more profit than by side-stepping it. 

In any industry, where job costs are to be computed, the burden rate 
must be worked out in advance. One can't use prior-period costs because 
they may vary with current costs, particularly, at a time like this, when 
costs are on the upswing. Should costs go down in the postwar period, 
the same condition prevails. If one costs too low on an upswing, he will 
cut profit. If he costs too high on the downward trend, he will 
lose sales. In both instances, one loses money. At any rate, budgeted costs 
are prior-period figures modified to agree with a forecast of things to come, 
an expectation of higher volume, higher costs or vice-versa. 

Variance is concerned with the overhead chargeable to each job. As 
the work goes through the plant, it must be charged with a fair proportion 
of the burden. The difference between what one estimates the burden 
should be, based upon past-experience figures and a forecast of things to 
come, and what thaf burden actually is, when he computes costs at the 
end of a period, is the variance 

In the printing industry, overhead is usually distributed by the labor- 
hour or machine-hour method and that means the printer must estimate 


the labor hours or machine hours his plant will operate for a forthcoming 
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period as well as the amount of overhead expense in dollars and cents. 
He then uses the resulting labor-hour or machine-hour rate in costing jobs 
as they go through the plant. If he estimates a man must work 10 hours 
on a job and the labor-hour rate for overhead is $3, he adds $30 to that 
job for burden and records this cost. If the printer is off the beam on 
his budgetary calculation, obviously the overhead computed on jobs done 
or work in process is out of line and he must adjust his records to agree 
with actual costs. This variance is determined when he totals all outlay 
for overhead at the end of a period and compares estimated overhead with 
actual. That adjustment should be made through a variance account. 

Now what to do when the printer determines the variance. Some 
printers charge it to profit and loss and let it go at that. Unwise. Variance 
should be handled systematically through a variance account so that one 
has a clean-cut record for check-back and analysis at any time. One must 
remember that the purpose of variance is to improve managerial efficiency 
and to give one more accurate costs. Variance should be investigated 
to check loss-leaks and to enable one to adjust future budgets, if necessary, 
in line with his findings. 

Variance between budgeted and actual costs may be due to: 
Overhead estimated too high or too low. 
Direct labor hours or machine hours estimated too high or too low. 


wen 


Overhead unusually high because repairs or other intermittent ex- 
penses are always high at certain periods. 

4. Overhead unusually low because repairs and intermittent expenses 

are usually low at certain periods. 

5. Production high or low because of seasonal fluctuations. 

6. Production unusually low because of unpredictable circumstances, 

such as strikes, boiler explosion, inability to get raw materials, etc. 

In short, variance is due to incorrect budgetary estimates, seasonal 
fluctuations of sales or overhead, unusual conditions disrupting production. 
If variance is due to first two causes listed in the foregoing, it has been 
over-estimated or under-estimated or labor hours or machine hours under- 
estimated or over-estimated; hence, the overhead applied to production is 
too low or too high and the printer must bring his budgeted costs in line 
with actual costs at the end of a period by adjusting these figures on his 
books. 

On the other hand, if investigation discloses that seasonal conditions 
create variance, a different procedure is necessary. The printer, by referring 
to past experience figures, should be able to spot-check seasonal fluctuations 
in sales or overhead and consider them when budgeting. In that event, 
over the year, the debit and credit variances will tend to balance each other, 
so the bookkeeping device used is an Overhead Expense Variance Account, 
which is debited or credited with seasonal differences between budgeted 
costs and actual costs. Unapplied overhead cost, overhead estimated too 
low, hence, not enough charged to production, will appear on the balance 
sheet as a deferred charge. Over-applied overhead cost, overhead estimated 
too high, hence, too much charged to production, will appear on the balance 
sheet as a deferred credit. 

At the years end, any balance on the variance account should be closed 
to profit and loss, but if one prepares monthly statements he should charge 
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only 1/12 or credit 1/12 of the variance to that month’s business, other- 
wise, he will distort the costs for the year-end month. On the annual 
Statement, one should add or deduct the variance to or from overhead 
expense increasing or decreasing the actual accounts, whenever possible. 
Some printers close out the balance on the variance account to surplus, but 
inasmuch as the debit or credit to this account represents unapplied or 
over-applied overhead expense it should be deducted or added to overhead 
at the year’s end to bring the net profit in line with actuality. Variance 
eventually finds its way into surplus when the profit and loss account is 
closed to surplus or net worth. 

High-overhead and low-overhead months should offset each other on 
variance at the end of the year if budgets are prepared accurately. Seasonal 
lows and highs will level off over the year because budgetary estimates 
are based upon annual costs, which take these peaks and dips into con- 
sideration. But unusual expenses, such as fire loss not covered by insurance, 
boiler explosion, strike, flood, ete., cannot be anticipated when preparing 
a budget. Such expenses should be charged directly to surplus because 
they are capital losses, not profit losses and should not disrupt budgetary 
procedure or distort cost analysis, which is, an essential to adequate cost 
control. Too many printers rest on their laurels when they have recorded 
their costs. They should follow through with cost analysis to determine 
where they can improve budgeting, costing and operating efficiency, mak- 
ing comparisons with other periods t¢ 

A comparison of the variance balances from year to year will give a good 


note cost trends, etc. 


idea of how one is progressing on operating efficiency, how competent he 
is at budgetary preparation and how he can improve his budgetary tech- 
nique. One should remember that he should provide only for normal 
overhead expense on his budgets which, of course, will include normal 
idle time so that production absorbs it in the overhead rate and it is 
charged to customers when they are given estimates on jobs. 

The postwar period will bring radical developments in the printing 
field, new processes, improved machinery, better materials and that means 
that old experience costs must be ‘‘ash-canned.’’ Pre-war costs on pre-war 
production cannot be used as guides for post-war costs on post-war produc- 
tion. One must build experience by working with new processes on new 
units means that he must do a better costing job in the post-war period 
if he expects to make the most of business opportunities in after-war years. 
Old costing methods which may have gotten one by before the war won't 
suffice any longer. Variance is an important factor in cost control. One 
should see that he understands it and applies it intelligently. 
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Examination Questions 
ADVANCED COST ACCOUNTING—MAY, 1944 


Question 1. (12 marks). 

Prepare for the Atlas Machine Grinding Co. a Flexible (Variable) 
Budget for its Operating Department “'C’, over a range of 60% to 140% 
production capacity at 20% intervals using your own figures. 

Included in the expenses should be the following: Direct Materials, 
Indirect Labour, Supplies, Fuel, Light and Power, Compensation Insurance, 
Proportion of Service Department’s Expenses, Rent, Superintendence, De- 
preciation, General Expense, Direct Labour. State for each caption the 
reasons for the figures submitted. 

Question 2. (18 marks). 

(a) Alton Manufacturing C. accounting records are maintained on an 
Estimating Cost basis. The accountant has prepared from his books the 
statements which appear below. 

Submit in Journal Entry form, with narratives, the entries which the 
accountant made in his books in order to abstract these statements. Use 
three Work-in-Process Accounts. Assume that there were no inventories 
at the beginning of the fiscal period. 

(b) State the actual value, by elements of cost, of the Finished Goods 


inventory at the close of the fiscal period. 
ALTON MANUFACTURING CO. 
SCHEDULE OF COST OF GOODS MANUFACTURED FOR 
THE MONTH 











Estimated Actual 
Cost Adjustment Cost 
Weatetial ci oceiistks eesecaicats Ssitrtcvicsiesencs EGOOO $ 400 $16,400 
PADOUSS lasix cuca weecet natin. eee 1,190* 16,310 
Manufacturing CXpense ...........cecececsreeeee 10,500 1,400 11,900 
$44,000 $ 610 
Total Actual Manufacturing Cost 0.0... $44,610 
Less: Inventory of Work in Process 
Wha teetenl: fesccsacecodsssstacaceecsecastseeasnis tas caueeeetneoes $ 4,000 $ 100 
eo | ana Rn URS poe Reba nramE se eny REMEDIAL: 2,500 170* 
Manufacturing Expense: <.:<ciicescsccscesccexsstcorsesees 1,500 200 
$ 8,000 $ 130 $ 8,130 
Actual Cost of Goods Manufactured ...... $36,480 
PROFIT AND LOSS STATEMENT 
RNS ic staceens diatscbeexeucsteeeeaees atv cea etree $60,000 
Cost of Sales: 
Cost of Goods Manufactured, as above ...... $36,480 
Less: 


Inventory of Finished Goods (Est. cost) $ 6,000 
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Add: Adjust. Material ............ $ 50 
MEIER osu he caacsacatvsdoacysaie 170* 
Manufacturing Expense .. 200 
80 6,080 
Cost of Sales—Actual (adjusted) ............... $30,400 
Gross Profit on Sales cocccceccccccccccessssceeeeeeees $29,600 


Question 3. (15 marks). 

(a) State the difference between a Standard Cost system using current 
standards and one using basic standards. 

(b) Using your own figures, submit for a three year period cost ratios, 
setting forth ratios between actual costs and (a) current standard costs, (b) 
basic standard costs. 

Question 4. 16 marks). 

The R Co. produces a chemical known as LZ. In the manufacture of 
this, a by-product TT results. For the period under review costs applicable 
to the manufacture of the product and by-product up to the point of separ- 
ation of the two items were as follows: 


Direct Materials ........................$445,000 
Direct Labour. ...........00.......00...... 316,000 
Indirect Labour ............... ... 38,000 
BOE sessicivisiscntrenrdiannny 21,000 
Sundry Expenses ...................0+++ 30,000 
The respective ‘“after-separation” costs were’ 
LZ Finishing TT Finishing 
Dept. Dept. 
Direct Materials : ; $80,000 $ 5,000 
Direct Labour saebacs 65,000 6,000 
Indirect Labour sab cenlend eunasesmcoes 3,000 1,500 
Supplies . tinseia aa 2,800 2,000 
NE POSES oie ciinsesassvzcsscascicdeseninns 4,200 500 


180,000 Ibs. of Direct Materials were put in process before separation. 
Of these, 10,000 Ibs. were lost, 25,000 Ibs. transferred to by-product Fin- 
ishing, and the remainder to main product Finishing. 

“After-separation” process reduced the weight of TT by 20%. 

There was no material in process at the beginning of the period, but 
at the end of the period there was LZ in process amounting to 10,000 Ibs., 
complete as regards Direct Material, and only 50% for other costs. 

Prepare a manufacturing cost per lb. statement for main product LZ 
and for by-product TT. 

Question 5. (14 marks). 

(a) State four different forms of graphic presentation of cost data 
describing briefly the chief characteristics of each. 

(b) Using your own figures, illustrate, by Graph, information for 
the three elements of cost of production of article “A”, showing both 
actual and standard costs. 

Question 6. (25 marks). 

(a) The Willsel Manufacturing Co. submits to you the following in- 

formation requesting that it be summarized and journal entries be prepared 
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EXAMINATION QUESTIONS 


fer their Standard Cost Accounting System for the 6 months ended 3lst 
December, 1943. 


6. 
Te 
8. 
9. 
10. 
ne 


1. Work-in-Process accounts are kept on a standard cost basis. 
2. Standard Cost per 100 units. 
Matertal-——30: Hiss at: $2.00 secs cccssssccsccesecsesteccctsxccesvenennt $ 60 
Labour—30 hours at .60 « i 
Manufacturing Expense—10 machine hours at $3.50 35 


$113 





3. Purchases for the period: 

7000 Ibs. at $2.10. 

10000 Ibs. at $2.00. 
4. Direct Labour for the period: 

14000 hours at .55. 

2000 hours at .65. 
5. Actual Manufacturing Expense incurred ............ccccseeeees $16,850 

Budgeted Manufacturing Expense .........cccccccssseseseseeeeeesenees 17,500 

Material put in process ....Actual 14,100 lbs. Standard 15,000 lbs. 
Esbout HOWE: <.cis.:ccrzsssovsses Actual 16,000 hrs. Standard 15,000 hrs. 
Machine hours: .........:.css00000 Actual 4,900 hrs. Standard 4,500 hrs. 
Machine hours budgeted—5,000 hrs. 
Completed Units transferred to Shipping Department—40,000. 
Units sold—37,500 at $150.00 per 100. 


Journal Entries should include transfers to not less than seven variance 


accounts. 


(b) 


State the amount of each variance, and where it might be allo- 


cated at the end of the fiscal period. 





*Credits. 
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‘Payroll Peaks’’—an unusually com- 
prehensive booklet, graphically de- 
scribing the growth through the years 
of payroll peaks—and measures to 
level them. 


This New Booklet is of 


Interest to Accountants 


It illustrates and describes in detail, several complete 
payroll plans, and discusses their comparative merits. 
Copies are available without cost or obligation. Ad- 
dress your request to the nearest Burroughs Branch 


or to 


BURROUGHS ADDING MACHINE OF CANADA, LIMITED 


Windsor, Ontario 








318 
































COST STUDIES PUBLISHED BY THE SOCIETY 


(Copies available at 50 cents each). 


Accounting in the Public Interest 
Accounting System, Planning a Factory fos 
After Victory—What? o......ccsessssseuesecerenscesssnssennesesncenes 
Aviation in Canada—History and Development of . 
Aircraft Production—Cost Determination In ............. 
Bonus Methods nat Piceictiescntaiuidtdepncastaninatils 
British Empire Content Certificate “Preparation of 






Budgetary Control as an Aid to Business Profit ........ ; ; ..Dec., 1939 
Budgetary Control, Cosi meananneatael MMO So cicaxctescanee .... July, 1934 
Budgetary Control ................ spestucasvecnionie .... July, 1934 
Budgetary Control ....... Re sanailccssaaaskevesived ...Oct., 1942 
Budgetary Controls Was Gainers os geet, aceon eae April, 1940 
Business, Control of, Lcattiett Budget canasiees cai ereracietas ...Sept., 1938 
Business Organization Bees AGE SanaEA dos Conuesinin gua dctadukeFarn lads aodouasoei tae ee ....July, 1937 
Canadian Government Ww ork” ‘Production. Contracts Janbeeerse cuccauads ¥accueeiteceeansonaniae May, 1943 
Cancellation Procedure in an Electrical Products Mfg. Co. ; Sept., 1944 
Canning—Food Accounting for Raw Materials it) ...........c.ccccseccssessescescseeseseeeseeeenees Feb., 1943 
Canning Industry—Costs in—With Spore Reference to Tomato Producers........ Oct., 1943 


Catering Busimess—Costing fOr a ........cs.ecsssessseesseecseesesscesseecsneesnecaneenseessneensnes June-July, 1943 
Clear Thinking in Management vcaateaoonnattis 

Co-ordination of Production and Distribution seccaveyepeuceitaaret 
ER ooo os cacatisvassasneiasesaeesaaiousscsouss chatoshassasaidoniacdesaniecentaarOoad 
Contract Bonus System W age Incentive “System : 

Costs and Profits . Saxiises : 
Cost ACCOUNT ccccccsiccasciccesnnsces 
Costing—Marginal and “Conventional 
Costing—Review Your bs ; secteveaa Be Ee 8 5 
Cost Plus—Contract System . Seeacasgeeenies : _June- ie 1942 
COE: IIE os cecoxcnscicsxsmcscacesonse susie ._. June- uly, 1944 
Costing as an Aid to Sound Management sae — July, 1944 
Chocolate and Confectionery Factory, Cost System for . 
Cost Accounting Problems _ 











Cost Finding, Methods of... 
Cost Studies on Proposed Change in Process 

Cost System of The Norton Co. 

Costs and Overhead in a Department Store 

Cash and Balance Sheet Budgeting : 

Cost Accounting for Distribution and Selling . 

Cost Accounting, Efficiency of ; 

Cost Problems in Relation to Power 

Credit Executive, His Work and Philosophy 

Credit Man, The—and Management 

Daily Newspaper, Costing a 

Daily Reports, A Plan of apsanaebneantaeee’ 
Department Store Management and Accounts, Some Phases of 
Depreciated Assets—Accounting for Fully 

Depreciation on the Basis of Business Volume, Fixing .. 
Depreciation—A Practical Time Saving Plan of Accounting for Fixed Assets and Dec., 1941 
Differential or Marginal Costs 
Distribution, Cost of . 
Differential or Marginal Costs 
Electrical Power Cost, Control of 
Electrical Power Costs .......... Sieunees 
Electrical Products Company—Cost Accounting i in an . 
Exchange Fluctuations in Relation to Accounting .... 
Executive Requires From the Cost Accountant, What the 
Excess Profits Tax ....... savedinisiteusisrhawensseresstecta 

Excess Profits Tax Act ... aN 
Factory Accounting System, Planning a a eodatehe 
Financial Officer—The Chief and Business "Management Sento 
Foundry Costing 

Fuel for Thought ..... en 

Fixed Assets—Accounting For . 

Foundry Costs sas a 
Gas Company, Accounting and Costing Problems of a 
Government Purchases, Cost Accounting for .. 

Group Bonus System of DeForest Radio Corporation, “Ltd. 
Group Incentives ...... 

History and Development of Accounting ; 
Industrial Costs—A Major Factor in ....... sscabagisuies auiesubeacastoarotens 
Industrial Engineer to Accountancy Department, Relation of .......... 
Industrial Relations ...................000.. ; a scegepreaearaatnd 

Incentive and Security, Balancing of 
Inventories—The Cost Approach to 
Income and Excess Profits Taxes as They | ‘Relate to Corporations | ae 
Insurance of Employment swe 

Inter-Play of Brewery Costs 
Inventory, Preparation and | Taking of . 
Inventory Control ; a 
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Inventory Method—Last In-Firse Out 

Labour’s Aims and Responsibilities ..... : 

Labour Costs—Control of 

Labour Incentives 

Labour Measurement Through the Bedaux Method . 
Last In - First Out— Inventory Method 

Laundry Industry To-day 

Managerial Control 

Management—Science, Vocation or Profession 
Management's Aims and Responsibilities 
Management’s Responsibility to Society 

Minimum Wages in Relation to Costs . 
Maintenance Expenditure, Control of 

Material Control—Prime, Without Detailed Pe 
Mining Accounting 

Municipal Taxation in Canada, Problem of . 
Municipal Costs, The Practical Treatment of 
Municipal Councils, Costing 

New ggg | Launching a 

Newspape Making of a Modern 

eg "Industry, Accounting in the 
Operations—Control of Through Effective Organization . 
Office Discipline—Training, Control Make Good ..... 
Office Management—This Job of 

Overhead Variations—Analysis of 

Overhead Expenses in Relation to Production Volume 
Packing House—Costs In ‘ 
Payroll Accounting ... 
Payroll Methods in Wartime . 

Personnel Manager—Responsibilities of 

Paint Industry, Costs in the 

Planner—The Professional 

Plant Engineering in Relation to Costs 

Plant Expenditures and Depreciation—Control of 

Post War Planning—The Role of the Industrial Accountant . 
Post-War Accounting Procedures : 
Price Control—Trends in 

Profit—How to Budget a 

Production Management—Recent Developments in 
Production Schedule Board 

Pulpwood Industry—Costs in 

Purchases Under a Costing System 

Priorities 

Profitable Sales Prices, Their Costs and Proof of Both . 
Punched Card Method of Accounting " 
Purchasing Policies, Constructive 

Railway Costs ...... 

Reports, Presentation of, From an “Executirs ‘Viewpoint es 
Rubber Industry, Cost Accounting in 

Rubber Industry, Accounting Control in ... 

Sales and Distribution Expense, Control of ... 

Sales Analysis as a Medium of Control 

Sales Manager, The—and Management 

Scope of Industrial Engineering in Industry . 

Sales Manager and the Cost Department 

Selling Prices, Relation of Costs to Determination of 
Standard Costs 

Standard Costs—What Are . 

Standardized Costs ...... 

Standard Costs, Objectives” of. 

Statistics Can Help Costing : ; 

Steel Fabricating oman eg ost Accounting in 
Steel Canister Industry, Cost System for 

Steel Tube Industry, Cost Accounting in 

og a ng, of Good 

Textile Plant, Process Costs in a 

The Theory and Practice of Time and Motion Study 
Time Study—Some Psychological Aspects of 

Time and Motion Studies, The Cost Accountant and 
Traffic Management in Modern Industry in Wartime .. 
Unemployment Insurance 

Unemployment Insurance Act and Its Regulations 
po ae mo Insurance and Its Implications 
Costing Valentine Tanks k 

Visible Cards and Administration .... 

Wage Systems .. a 








War Contracts—Costing “of. 

War Orders and Overhead Distribution 

War Time Prices and Trade Board spniaaone 
War Contracts—Cost Accounting on 

War Production Order—Costing On . 

Works Organization and Layout 





